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Chapter 1: Introduction
1.1 Chapter Introduction 
This chapter is an introduction of the topic of capital structure. The author will 
outline the most famous capital structure theorems proposed by financial 
economists. Then, the capital structure of Chinese listed companies will be 
described and also compare with other countries such as United States, United 
Kingdom, Germany and Japan. Finally, the key objectives and the structure of 
this dissertation will be stated.
1.2 Overview of Capital Structure
Nowadays, there are many finance methods available for corporations. In 
general, the finance methods comprise of internal finance and external finance, 
based on whether the funds come from the inside or outside of the corporations.   
Capital structure refers to the way a corporation finances itself through some 
combination of equity sale, equity options, bonds and loans from banks (Clark, 
2002). 
In contemporary financial environment, an appropriate capital structure is a 
critical decision for any business organization. The decision is important not 
only because of the need to maximize shareholders wealth, but also because of 
the impact such a decision has an organization’s ability to deal with its 
competitive environment. 
Miller and Modigliani (1958) found that under the perfect capital market, the 
choice of capital structure does not affect the cost of capital. The overall cost 
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of capital will remains the same at all levels of borrowing. However, in their 
second paper on capital structure (Miller and Modigliani, 1963), they took 
corporation tax into consideration and suggested that the optimal capital 
structure for companies to adopt is one of 100 per cent debt finance as the tax 
advantages related with debt.
Afterwards, there are two main theories motivating much of the empirical 
research on the firms’ capital structure. According to the pecking order theory, 
based on the asymmetric information, a company will finance all projects using 
internal funds first, then take on debt when internal funds run out and only 
make new share issue when they cannot borrow any more (Watson and Head, 
2001).  The other competing theory, known as the static trade-off theory, the 
theory trades off the tax advantages of debt against possible bankruptcy costs 
as borrowing increases (Myers and Shyam-Saunders, 1999). 
1.3 Capital structure of Chinese Listed companies
Different market economy system and financial system determines different 
methods of financing and the structure of financing. This paper through the 
comparison capital structure of similar companies in different countries
exposes the close relations between equity finance and Chinese listed 
companies.  
The listed companies in China have intensive equity finance preference (Wang 
and Dong, 2007). This is different to the western financing theory and 
practice. Li (2004) stated that the financing order of the listed companies is 
reflected by equity finance, short-term debt finance, long-term debt finance 
and internal finance. It is obvious that the finance preference of those 
companies in China greatly conflicts with the pecking order of the modern 
capital structure theory. 
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The reasons of equity finance preference of Chinese listed companies are 
analyzed from three aspects: capital costs, managers’ lack of responsibility, 
and imbalance development in capital market. These will be explained in 
more details in Chapter 4. 
1.4 Key objectives
The overall objective of this dissertation is to investigate the capital structure of 
listed companies in China. In order to reach this objective, the author 
separated the objective into the six research objectives listed below:
 To understand and describe the most prominent traditional and modern 
theories of capital structure
 To compare the capital structure decision in different countries 
 Apply the trade-off theory and pecking order theory to Chinese listed 
companies, whether and to what extent capital structure theories 
developed in Western countries apply to Chinese companies
 To find out the preference order of finance method for listed companies in 
China
 To analyze and evaluate the reasons why listed companies have a special 
preference of equity finance
 To recommend how to improve the current structure of listed companies in 
China 
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1.5 Dissertation structures
The dissertation is divided into five main parts. 
Chapter 1 is an Introduction of the topic of capital structure and states the key 
objectives of this study.
Chapter 2 demonstrates a literature review on the capital structure. The 
author describes and compares variety of theories of capital structure that 
have been proposed by financial economists. In addition, the author also 
compares the capital structure of companies in different countries such as 
United States, United Kingdom, Germany and Japan. Finally, China’s 
institutional environment and financial reform of listed countries in China are 
analysed. 
Chapter 3 outlines the research methods used for this dissertation. The 
research is mainly based on secondary data such as academic journals and 
books. The author also interviewed a financial manager of a real estate listed 
company to get a basis idea of the manager’s attitude. 
Chapter 4 is an analysis of the current capital structure for Chinese listed 
companies. The author apply the theories from literature review, compare the 
results from Chinese listed companies and give reasons of why listed 
companies in China have special preference order of finance methods. 
Chapter 5 is conclusion and recommendations based on the author’s findings. 
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Chapter 2: Literature Review
2.1 Introduction 
The capital structure of a company is the particular combination of debt, equity
and other sources of finance that it uses to fund its long term financing 
(Brealey et al, 2008).  Barclay and Smith (2003) stated that the theory of 
capital structure is one of the most puzzling issues in the corporate finance 
literature.  
This chapter critically reviews the literature and development of the capital 
structure.  With respect to the theoretical studies, there are two widely 
acknowledge competitive models of capital structure: the static tradeoff model 
and the pecking order hypothesis.  The author will compare these theories in 
different countries such as United States, United Kingdom, Germany and 
Japan in this chapter. Finally, the background of Chinese financial 
environment will be outlined.   
2.2 Overview of Capital Structure 
According to Wang and Dong (2007), optimal capital structure refers to the 
particular combination that minimizes the cost of capital while maximizing the 
shareholders wealth. Deshpande et at (2007) also emphasized better capital 
structure decision-making will minimize risk and maximize financial flexibility. 
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2.2.1Sources of business finance
Internal Finance and External Finance
Internal Finance is finance generated within a firm by retained earnings and 
depreciation. Hamilton and Fox (1998) emphasized that internal financing 
sources commencing with the cash saving of the founders are the most 
preferred since these do least to inhibit the independence of the owner.
External finance means funds provided to the business by third parties, mainly 
including direct finance and indirect (Ding and Chang, 2005). The direct 
finance is that the corporations obtain funds by issuing their securities in the 
securities market, the indirect finance means that the corporations obtain 
funds through a sequence of financing activities, such as loans from banks and 
non-bank financial organs (Li, 2004). 
Debt finance, for example fixed interest securities such as loan stock or 
debentures, has significant differences from equity finance. According to 
Watson and Head (2007), interest must be paid to providers of debt finance, 
but dividends are paid to shareholders only if managers elect to do so. In the 
event of liquidation, ‘debt holders are paid off before shareholders because 
they rank higher in the creditor hierarchy’ stated by Watson and Head (2007, 
p120). In addition, table 1 below shows the differences between equity and 
debt financing. 
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Table 1: Equity versus Debt
Feature Equity Debt
Income Dividends Interest
Tax status Dividends are taxed as 
personal income. 
Dividends are not a 
business expense.
Interest is taxed as 
personal income. 
Interest is a business 
expense, and 
corporations can deduct 
interest when computing 
corporate tax liability.
Control Common stock and 
preferred stock usually 
have voting rights.
Control is exercised with 
loan agreement.
Default Firms cannot be forced 
into bankruptcy for 
nonpayment of 
dividends
Unpaid debt is a liability 
of the firm. Nonpayment 
results in bankruptcy.
Source: Ross, Westerfield and Jaffe, 2005, p394
2.3 Capital Structure in a perfect market and Modigliani & Miller theory 
without taxes
Modigliani and Miller (1958) were the first who theorized the issue by posing 
their “M&M capital structure irrelevance proposition”. This theory is based on 
a series of assumptions: 
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 Efficient capital market with zero transaction fees, which means there are 
no transaction costs or barriers to transactions. 
 Individuals and corporations can borrow and lend at the same rates. This 
assumption can be counted within that of frictionless markets. 
 All the firms are assuming to have an infinite planning horizon. 
 There are no distorting corporate or personal taxes. 
 All market participants are price takers, which means no one can influence 
market price. 
 Investors have same expected payoff and expected rate of risk. 
The theorem states that, in a perfect market without taxes, credible disclosure 
of all information, and no transaction costs associated with raising money or 
going bankruptcy , the value of a firm is unaffected by how that firm is financed 
and the overall cost of capital will remains the same at all levels of borrowing 
(See Figure 1). 
Therefore, a company can not alter its value or its cost of capital by changing 
its capital structure. This value depends only on the value of the investments 
which the company chooses and on the risk of these investments (Watson and 
Head, 2007). 
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Figure 1: Miller and Modigliani’s Net operating income approach to 
capital structure (Ke =Cost of equity, Kd =Cost of debt, WACC = Weighted 
averaged cost of capital)
Source: Watson and Head, 2007, p223
These propositions establish the foundation of the capital structure theory of 
the corporation, and show the subsequent economists the way. Miller won 
the Nobel Economics Prize in 1990 for his unique contributions to the financial 
theory of the corporate and Modigliani won the Nobel Economics Prize in 1985 
for his enterprising contribution to the financial theory of the corporate (Zheng, 
Chen and Chen, 2003). 
Afterwards, many economists discussed the relationship of the corporation 
capital structure and corporation value from the point of view of the corporate 
finance, and made many revisions to MM theorem and proposed ‘trade-off 
theory’ and ‘pecking order theory’. 
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2.4 Capital Structure in the real world
If capital structure is irrelevant in a perfect market, then imperfections which 
exist in the real world must be the cause of its relevance.
2.4.1. Modigliani & Miller theory with taxes and Market Imperfection 
After the Modigliani-Miller irrelevance results, researchers, starting with 
Modigliani and Miller themselves, first turned to the impact of taxes on the 
financial structure. The real world is different from that created for the 
purposes of Miller and Modigliani’s original 1958 model. One of the most 
significant differences is that individuals and companies do have to pay taxes. 
Therefore, Miller and Modigliani (1963) amended their earlier model by 
recognizing the existence of corporate tax in their second paper on capital 
structure. As they found that the existence of corporate tax and of the tax 
deductibility of interest payments implies that the more debt companies take on, 
the more of their profits they will shield from corporate tax. 
Watson and Head (2007, p225) reported that ‘the tax advantage enjoyed by 
debt finance over equity finance means that a company’s WACC decreases as 
gearing increases’ (See Figure 2). Thus companies should prefer finance by 
debt rather than equity as the tax advantages enjoyed by debt finance.
Figure 2: Miller and Modigliani (II), incorporating corporate taxation
Source: Watson and Head, 2007, p223
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For the assumption discussed above, the information of both investment and 
financing parties is symmetrical. In fact, managers inside the firm and the 
external investors have asymmetric information. Thus, managers have more 
information about the firm’s future cash flow, risk and profitability for the 
investment project than the external investors (Zheng, Chen and Chen, 2003). 
This asymmetrical information may bring the adverse selection. Based on the
asymmetric information, Myers and Majluf proposed the pecking order 
hypothesis in 1984. 
2.4.2 Trade off theory
Taxes affect financing in several ways. For example, in the United States and 
many other countries, equity is taxed more heavily than debt at the corporate 
level, providing a preference of firms for leverage (Guo, 2006). 
The so-called “static tradeoff theory” is considered as the most popular theory 
according to Brounen and Eichholtz (2001), introduced by Kraus and
Litzenberger (1973) and Scott (1976), used this fact to argue that the firms’ 
financial structure is determined by a tradeoff between the tax savings brought 
about by leverage and the financial cost of the enhanced probability of 
bankruptcy associated with high debt. The higher the tax advantages of debt, 
the higher the optimal debt-equity ratio. Conversely, the higher the nondebt tax 
shields, the lower the desired leverage. 
Trade-off theory shows that capital structure is based on a trade-off between 
tax savings and distress costs of debt (Brealey and Myers, 2003). This theory 
trades off the tax advantages of debt against possible bankruptcy costs as 
borrowing increases. 
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Figure 3: Trade-off Model
Source: Brealey and Myers, 2003
From the Figure 3 we can see that as the Debt equity ratio (leverage) 
increases, there is a trade-off between the interest tax shield and bankruptcy, 
causing an optimum capital structure.
However, the missing element of trade-off theory is personal taxation. The 
models of the impact of taxation on capital structure just concentrated on 
corporate taxation, but ignore the fact that bond-holders are taxed at the 
income tax rate on their interest payment. Equity-holders are also taxed on 
their equity earnings at either the income tax rate or capital gain tax. (Waston 
and Head, 2007) 
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2.4.3 Pecking Order theory  
The pecking order theory of capital structure which was first introduced by 
Donaldson (1961), lays out the linkages between firm’s capital structure and 
investment polices.  In 1984, a more deep explanation was developed by 
Myers. He suggested that the order of preference stemmed from the 
existence of asymmetry of information between the company and capital 
markets (Myers, 1984).  The theory suggests that when a company is looking 
to finance its long-term investments, it has a well-defined order of preference 
with respect to the sources of finance it used. Suppose that there are three 
sources of funding available to firms: internal funds, debt, and equity. A 
company will finance all project using internal funds first, then take on debt 
when internal funds run out and only make new share issues when they cannot 
borrow anymore (Watson and Head, 2001). 
The announcement of a stock issue drives down the stock price because 
investors believe managers are more likely to issue when shares are 
overpriced. Therefore firms prefer internal finance since funds can be raised 
without sending adverse signals (Myers and Shyam-Saunders, 1999). If 
external finance is required, firms issue debt first and equity as a last resort. 
The most profitable firms borrow less not because they have lower target debt 
ratios but because they do not need external finance. 
Assumptions with Pecking Order Theory
There are two key assumptions in pecking order theory about financial 
managers. The first of these is asymmetric information, which means that a 
firm’s managers know more about the company’s current earnings and future 
growth opportunities than do outside investors (Ding and Chang, 2005). 
There is a strong desire to keep such information proprietary. Damodaran 
(1997) stated that the use of internal funds precludes managers from having to 
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make public disclosures about the company’s investment opportunities and 
potential profits to be realized from investing in them. 
The second assumption is that managers will act in the best interests of the 
companies existing shareholders (Guo, 2006). The managers may even 
reject a positive NPV project if it would require the issue of new equity, since 
this would give much of the project’s value to new shareholders at the expense 
of the old. 
2.5 Empirical evidences of those theories
Extensive empirical work has been completed in finance field on the theories 
of firms’ capital structure. We can compare the pecking order and trade-off 
theories of capital structure empirically. The trade-off theory suggests that 
there will be a target debt-equity ratio, the pecking order says that the amount 
of debt taken on will depend on the need for external financing. So recent 
research has tried to find out which one is better. Moreover, summary of the 
implications of capital structure theories and empirical evidences on the 
relationship of capital structure determinants with gearing are attached in 
Appendix 1. 
Myers and Shyam-Saunders (1999) tested these two theories. They found 
that both theories appeared to be supported by the evidence. But they then 
calculate what the annual debt ratios for each firm would have been if the 
pecking order approach had been followed exactly by the company. Data 
generated in this way did not lead to rejection of the trade-off theory, but data 
based on the trade-off theory did lead to rejection of the pecking order theory. 
They concluded that the test of the pecking order had most statistical power 
and that this theory was best supported by the evidence. 
Dissertation in Finance and Investment                    
4078444 Wang Dong Xiao
15
These ideas of pecking order theory were also refined into testable predictions 
and confirmed by Vogt (1994) who finds that internal funds have an important 
influence in firm’s investment decisions; pecking order behavior is most 
pronounced in firms that have low long-run dividend payout policies.
Baskin (1989) also examined the relationship between profits and companies’ 
gearing levels. He found a significant negative relationship between high 
profits and high gearing levels, opposite with idea of the existence of an 
optimal capital structure. His findings then support the existence of pecking 
order theory. 
In conclusion, the pecking order explains why the most profitable firms 
generally borrow less, not because they have low target debt ratios but 
because they do not need outside money (Waston and Head, 2007). Less 
profitable firms issue debt because they do not have internal funds sufficient 
for their capital investment programs and because debt financing is first on the 
pecking order of external financing. 
It seems that the pecking order works best for large, mature firms that have 
access to public bond markets. These firms rarely issue equity. They prefer 
internal financing, but turn to debt markets if needed to finance investment. 
However, as Fama and French (2002) suggested, smaller, younger, growth 
firms are more likely to rely on equity issue when external financing is required. 
2.6 Capital Structure differences among countries 
Very few studies have used cross-country comparisons to test theories of 
corporate financial leverage and capital structure. Due to the international 
differences in personal and corporate tax rates, inflation rates (Kim and Wu, 
1988), environmental risk, bankruptcy costs, transaction costs and etc, capital 
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structure may be expected to differ among similar companies in different 
countries (Aggarwal, 1990). 
Table 2: Unweighted Average Gross Financing of Non-Financial 
Enterprises, 1970-1985, (Per cent)






54.2 44.2 55.2 38.5 33.7 72.0 66.9
Capital 
Transfers
0.0 1.4 6.7 5.7 0.0 2.9 0.0
Short-term 
Securities
1.4 0.0 0.0 0.1 NA 2.3 1.4
Loans 12.8 41.5 21.1 38.6 40.7 21.4 23.1
Trade 
Credit
8.6 4.7 2.2 0.0 18.3 2.8 8.4
Bonds 6.1 2.3 0.7 2.4 3.1 0.8 9.7
Other 4.1 0.0 11.9 1.6 0.7 2.2 -6.1
Statistical 
Adjustment
0.8 -4.7 0.0 2.3 NA -9.4 -4.1
Total 99.9 99.9 99.9 99.9 100.0 99.9 100.1
Source: Mayer, (1989), Wps301. World Bank, Policy, Planning and Research 
Department 
Table 2 records unweighted average of gross financing as a proportion of total 
sources of finance for the five countries of the international study(France, 
Germany, Japan, the U.K. and U.S), and for Canada and Italy using flow-of 
funds statistics (Mayer, 1989). From the table we can find that in the capital 
structure of developed countries, the internal finance accounts for an 
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absolutely higher percentage than the external finance especially in the U.K 
and U.S. In the external finance, debt finance including bank loans and 
corporation bonds accounts for a higher percentage than equity finance. 
Thus, the Pecking Order theory of Myers and Majluf (1984) are proved by the 
financing practices of developed countries. 
2.6.1 Bank versus Market Based Countries
Much of the empirical work on financial structure over the last century involves 
studies of Germany and Japan as bank-based systems and the United States 
and the United Kingdom as market-based system (Aghion and Durlauf, 2005). 
There is no doubt that there are major differences in the power of banks in 
different countries. Rajan and Zingales (1995) suggested that the two polar 
cases are represented by Germany and the United States. 
Thus, Rajan and Zingales (1995) investigated the determinants of capital 
structure choice by analyzing the financing decisions of public firms across the 
G-7 countries (United States, Japan, Germany, France, Italy, United Kingdom 
and Canada).  In table 3, Rajan and Zingales (1995) present the total 
capitalization of each country’s corporate equity and corporate bond market in 
1986 normalized by the GDP in the same year. We can easily see from the 
table that bank-oriented countries (Japan, Germany, France and Italy) have 
very small financial markets, especially in German, only 0.13% bond market 
capitalization as a fraction of GDP. The exception is Japan where much of 
the growth in markets for corporate securities came in the 1980s when the 
strong hold of banks over corporate financing was relaxed (Hoshi et al, 1990). 
On the other hand, United States and United Kingdom are the representatives 
for market oriented countries with high proportion of stock market capitalization 
in 1986. 
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Table 3: Size of Capital Markets in the G-7 countries in 1986
Source: Rajan and Zingales, 1995, p1448
Germany
In Germany, banks control large shares of even the largest German firms (Roe, 
1993) and they supervise the efficiency of corporate management of the 
companies on which their representatives sit (Yu and Xiu, 2006). For 
instance, the largest German firm, Siemens, is 60.64% controlled by the three 
largest Germany banks. Daimler-Benz, the second largest Germany firm, is 
41.80% controlled by Deutsche Bank (Roe, 1993).  
In addition, the German firms rely on the banks for finance, performance 
monitoring, and restructuring where required.  According to Edwards and
Fischer (1996), the banks also give advice and guidance on major corporate 
matters and the banks’ access to shareholder proxies results in the control of 
more than half the voting shares of corporations by the three largest banks 
(Deutsche Bank, Dresdner Bank, and Commerzbank).  However, in the 
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United States, Kroszner and Rajan (1995) found that significant limits are 
placed for banks on both to underwrite corporate securities and to own equity 
in industrial companies.
Japan
Table 4 shows the average capital structure for the 474 Asian companies from 
20 countries that are examined in Aggarwal’s (1990) study. The countries are 
listed in descending order according to the average equity to assets ratio for 
companies in a country. Although the data collected is from 1981 to 1982, it 
can be seen from the table that there are significant differences in equity ratio 
between Asian companies from the highest ratio of 74.24% in Sri Lanka to the 
lowest ratio of only 2.26% in Turkey. 
Especially in Japan, one of the developed countries, companies financing on 
average only 14% of their assets with equity. This is because relationship 
banking has been particular important in Japan. 
Furthermore, Ueda (1994) reported that the long-term relationship between 
banks and borrowers allowed the bank to have very detailed information about 
firms and the ability to monitor performance closely in Japan. In case of 
financial difficulties, banks were also better placed to offer refinancing or 
restructuring.
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Table 4: Financial Leverage Differences among Asian Countries (Average 
equity capital as a percentage of total assets)
Source: Aggarwal, 1990, pp44
United States and United Kingdom
In both United States and United Kingdom, firms have generally raised 
external financing through debt issues rather than equity issues and have 
primarily raised equity funds internally from operation. These empirical 
evidences proved the Pecking Order Theory of finance preference. 
Figure 4 illustrates the proportion of funds from new debt and equity issues, as 
well as from internal funds for U.S corporations between 1975 and 1990 
(Damodaran, 1997). 
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Figure 4 Breakdown of financing for U.S firms from 1975-1990 
Source: Damodaran, 1997, p404
From the figure we can see that the financing method used by US companies 
strongly relies significantly on internally generated. However, equity financing 
only presented 10 per cent of the total funds. 
Moreover, the situation continually stays at similar level at the end of last 
century (see Figure 5). Although small portion of equity were issued from 
1991 to 1993, companies seems totally exited from the stock market since 
negative figure are occurred in 1994. Fewer firms decided to raise their funds 
by using stock markets. The negative 40 per cent equity finance in 2005 
confirmed that U.S. companies are now financing relies on their internal profits 
from the previous years.
Dissertation in Finance and Investment                    
4078444 Wang Dong Xiao
22
Figure 5: Sources of funds for U.S non-financial corporations expressed as a 
fraction of the total 1991 -2005
Source: Brealey, et al (2008) collected from Board of Governors of the Federal 
Reserve System, Division of Research and Statistics.
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The following table demonstrates how companies raised funds over the year 
1986 to 1997 in UK (Pike and Neale, 1999).  
Table 5: Sources of new finance for UK industrial and commercial 
companies
Source: Pike and Neale, 1999, p490
We can see that by far the greater part of the money is generated internally 
companies in the United States and in the United Kingdom are not alone in 
their heavy reliance on internal funds. Internal funds make up more than 
two-thirds of corporate financing of those companies. 
We have seen that on average internal funds cover most of the cash needed 
for investment.  It seems that internal financing is more convenient than 
external financing by stock and debt issues. There are good reasons for 
relying on internally generated funds. The cost of issuing new securities is 
avoided, for example. Moreover, the announcement of a new equity issue is 
usually bad news for investors, who worry that the decision signals lower 
future profits or higher risk. 
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2.7 China’s institutional environment
China is now in transition from a command economy to a market economy 
(Huang and Song, 2002).  In addition, 
2.7.1 Chinese Stock Markets
Being in an emerging and transitional economy, the Chinese stock market is 
developing and expanding rapidly. In 1990 and 1991, Chinese government 
established two stock exchanges: Shanghai Stock Exchange (SHSE) and 
Shenzhen Stock Exchange (SZSE). Shares are classified as A shares, which 
are designated for domestic investors, and B shares, which are designated for 
overseas investors. In the past decade, the Chinese stock market has 
completed a journey that took many countries over a century to cover. 
According to China Securities Regulatory Commission (2009), Chinese stock 
market today has capitalization approaching 23.57 trillion yuan with 1628 listed 
companies. Additionally, the volume of stock market capitalization by the end 
of July was equivalent to 95.4% of China’s GDP in 2008 (CSRC, 2009). This 
emphasis that listed companies play a significant role in the Chinese economy 
now and in the future. 
There are some special features of the Chinese stock markets. Shares are 
classified as A shares which are designated for domestic investors, and B 
shares, which are designated for overseas investors (Chen, 2003). The 
summary of some important features of the development of the Chinese stock 
markets are attached in Appendix 2. 
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2.7.2 Financial reform of Chinese listed companies
In early reform, there are few financing methods for corporations in China, 
nothing but internal finance and loan finance from banks. Under the 
traditional system, what exists among the finance, bank and state-owned 
corporation is a trinity relation, and the corporation financing mainly rely on 
financial appropriation and mandatory loan and policy-related loan from the 
bank (Zheng, Chen and Chen, 2003). 
Over the past 20 years of reform, the financing methods of the corporations 
have greatly changed with gradual reform of economic and financial system in 
China. Especially in early 1990s when Shenzhen Stock Exchange and 
Shanghai Stock Exchange were established, issuing securities (mainly 
referring to the shares) in the securities market become the important financing 
method for the listed companies. Firms began to seek non-state sources of 
funding both because the state reduced direct financial support and because 
autonomy was attractive (Keister, 2004).
However, according to Zheng, Chen and Chen (2003), the stated-owned 
corporations including solely state-owned corporations and state-owned 
property holding corporations still prefer debt financing, which can be called 
the debt financing preference of the state-owned corporations. For example, 
in the end of 1999, the assts liabilities ratio of state-owned and state-owned 
property holding corporations is still up to 61.5%, and the current liabilities ratio 
is 97.5% (Yuping, 1999).
On the other hand, Li (2003) investigated the capital structure of the listed 
companies in China and found that their financing preferences are essentially 
different. Qian et al (2007) argued that neither the trade-off theory nor the 
pecking order theory derived from western listed companies provides any 
satisfactory explanation for the financing choices of Chinese listed companies.  
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The capital structure of the listed companies in China has low assets liabilities 
ratios as a whole, and some listed companies even have zero assets liabilities 
ratio and have a higher percentage of equity financing. This financing 
preference is called equity financing preference. 
In view of theoretical predication or international comparison, the financing 
preferences of Chinese listed companies have their particularity and will bring 
adverse effect on the resource configuration in China (Zheng, Chen and Chen, 
2003). Therefore, there is no doubt that the analysis of reason and effect of 
this financing preference has a significant meaning to optimize the capital 
structure  of the listed companies in China and improve the efficiency of 
resource configuration. 
Furthermore, while stock markets are developing, China’s financial sector has 
been under the strong grip of the state. Chen (2004) stated that the state 
monopoly of the financial sector has hindered the development of China’s 
capital markets and the growth of nonstate financial institutions, in particular 
the bond market. Therefore, the access of Chinese firms to long-term debt 
provided by state banks has been strictly controlled by the state and the risk of 
default is very high as well. 
Retained Earnings in early reform:
From early in reform, managers had many options for raising capital. The 
meaning of retained earnings, for example, affected how firms borrowed. 
Accounting and auditing standards were developing and becoming consistent 
with Western standards (Ji, 2002), and retained earnings were calculated as 
net profits accumulated in a firm, as they are in the West (Lin et al, 1998). 
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However, in China, retained earnings were equivalent to state funds because 
they were owned by the state and because they were used to determine tax 
rate in the early stages of reform (Xu, 1998 and Yi, 1994). Like appropriated 
earnings in the West, much of a firm’s retained earnings in China were 
earmarked for other purposes and not available for reinvestment.
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Collis and Hussey (2003) define ‘methodology’ as the overall approach to the 
research process from the theoretical underpinning to the collection and 
analysis of the data. Therefore, this chapter will explain the methods used for 
research in this paper. 
Due to the recent years’ fast growth in China and in particular the writer’s 
interest in capital structure of Chinese companies, the writer considered it was 
a worth area to research.  However, the capital structure of Chinese 
companies is too broad a subject, so the writer decided to focus on particularly 
listed companies in China as there are lots of academic materials can be found 
by researchers in this area.
The research approach for this report is a deductive research as it involves the 
development of a theory that is subjected to rigorous tests (Saunders, et at, 
2003)
3.2 Research aims and objectives
The initial objective of the dissertation was to investigate the capital structure 
of listed companies in China. As an Accounting and finance student with 
limited knowledge in the financial economic the author therefore decided to 
take in as much literatures as possibly could about capital structure. 
In Chapter One, the purpose of this study’s section states the main research 
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aim is to investigate the capital structure of listed companies in China. The
goal of a methodology chapter is to provide a clear and complete description of 
the specific steps to be followed (Rudestam and Newton, 2001)
Objective 1: To understand and describe the most prominent traditional and 
modern theories of capital structure
 Need to research the relevant theories on capital structure, sources 
mainly from books and academic journals.  
Objective 2: To compare the capital structure decision in different countries 
 Need to research the finance methods in different countries, either use 
tables or words to compare the differences; some statistics are from 
World Bank or academic journals. 
Objective 3: Apply the trade-off theory and pecking order theory to Chinese 
listed companies, whether and to what extent capital structure theories 
developed in Western countries apply to Chinese listed companies
 Need to research the background of Chinese institutional 
environments and to analyze whether the capital structure of Chinese 
listed companies is a special case. 
Objective 4: To find out the preference order of finance method for listed 
companies in China
 Use evidences such as figures or tables (data mainly from Chinese 
government statistics)  to demonstrate and support the preference 
order of finance for listed companies in China 
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Objective 5: To analyze and evaluate the reasons why listed companies have a 
special preference of equity finance
 Based on the findings of preference order for Chinese listed 
companies, use relevant academic journals or books to analyze the 
reasons for that special preference. 
Objective 6: To recommend how to improve the current structure of listed 
companies in China 
 Research on current problems with Chinese capital market, sources 
mainly on Chinese journal articles. 
3.3 Research methods
3.3.1 Secondary Research 
This report is based on secondary research and secondary data can provide a 
useful source from which to answer, or to begin to answer, your research 
questions, suggested by Sauners, Lewis and Thornhill (2000). 
Ghauri and Gronhaugh (2002) state that the main advantage of using 
secondary data is the enormous saving in sources, especially in time and 
money.  However, according to Denscombe (1998), data provided by 
secondary research may be for a special purpose that does not math the 
needs of the project, which means that researchers may approach an 
investigation trying to prove a particular point.  As this paper compensates for 
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by using so many surveys whose biases are unlikely to have been the same.  
In order to more deeply investigate the capital structure of Chinese listed 
companies, the author also read a lot of Chinese texts of this topic. On the 
other hand, there are some advantages about it. Firstly, up to now, the 
information of Chinese financial sector is not totally open to the world. There 
is limitation on the English texts, in particular some details about statistic 
figures and regulations. Also, the first language of the author is Chinese, so it 
is better and easier for author to understand the implications. 
This paper intended to use a set of secondary data including books, academic 
journals, government statistics, and newspapers and so on. The three main 
sources of this paper would be books, academic journals and Government 
statistics.
Books
Although books take years to publish and information might not be up to date, 
they definitely provide useful sources for literature review. Therefore, the 
author decided to use some text books such as Corporate Finance, The 
Theory of Corporate Finance to explain various capital structure theories. 
The author found a surprisingly wide range of books written by foreign authors 
relating to the Chinese financial market. 
In addition, information about the comparisons of the capital structure in 
different countries is also available in some text books. However, most of the 
books were published in the early 2000s, thus the author need to carefully use 
the information provided by the books to avoid outdated evidences.  
Academic Journals
This dissertation will use a number of academic journals which came from 
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EBSCOhost, Proquest, Business Source Complete and Chinese database. 
There are a wide range of academic journals that have been used such as: 
Journal of American Economic Review, Journal of Financial Research, Journal 
of Finance Economics, and Financial Review. These would give this paper a 
high degree of authority. Also Journals often provide specialist reports and 
give more comprehensive and up to date data (Saunders, et al, 2003). 
In order to more deeply investigate the reasons why listed companies in China 
prefer equity finance, the author also read a lot of Chinese journal of this topic. 
It is worth mentioning that journals and articles written by domestic authors 
also make a huge contribution to better understanding of the current capital 
structure for listed companies in China. 
Most of the relevant articles chosen by the author are quite recent; in order to 
provide up-to-date information for the reader. 
Government statistics
All the figures used in the dissertation are collected from government 
investigations or authority statistical bureau. Government statistics are used 
to provide detailed evidences of the capital structure and financing preference 
for listed companies in China. The four main statistics provided by 
government are listed below. 
China Statistical Bureau: http://www.stats.gov.cn/
China Securities and Futures statistics: http://www.csrc.gov.cn/
China Securities Regulatory Commission http://www.csrc.gov.cn
People’s Bank of China Statistics: www.pbc.gov.cn/
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3.3.2 Qualitative Interview Research Method
In order to conduct investigations today, researchers use a variety of 
techniques. The qualitative interview has become the most frequently used 
qualitative research method to make sense of our lives. The qualitative 
research interview seeks to describe and the meanings of central themes in 
the life world of the subjects. Frey and Oishi (1995, p1) define an interview as 
"a purposeful conversation in which one person asks prepared questions 
(interviewer) and another answers them (respondent)". In addition, the main 
task in interviewing is to understand the meaning of what the interviewees say 
(Kvale, 1996). 
Although there is sufficient secondary data to analysis this topic, it would be 
better if I could collect information which demonstrates the attitudes of 
managers in Chinese listed companies by interviewing. Therefore, I conduct 
a questionnaire based interview to enrich the results of analysis.  This is 
particularly useful for getting the story behind the financial manager’s 
experiences, so that I can pursue in-depth information around this topic. 
A qualitative interview is different from everyday conversation in the following 
ways. First it is a research tool and a good interviewer must prepare 
questions in advance, and later analyze and report results. The interviewer 
guides the questions and focuses the study. Good interview skills require 
practice and reflection. Finally, beyond the acquisition of interview skills, 
interviewing is a philosophy of learning. The interviewer becomes a student 
and then tries to get people to describe their experiences in their own terms 
(Rubin and Rubin, 1995).
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Thus, I decided to interview a financial manager at listed company in China. 
The company I has chosen is a real estate listed company: Gemdale 
Corporation (Shenzhen Stock Exchange A Share Code: 600383, see Appendix 
3 for Gemdale background). 
This company has been listed on Shanghai Stock Exchange from April 12th, 
2001. Gemdale Corporation is one of the representatives of real estate 
industry, ranked 3rd in Top 10 Real Estate Listed Companies appraised by New 
Real Estate Journal. The person I have interviewed: Wei chuanjun 1is the 
General Manager of Planning and Finance Department of Gemdale 
Corporation. 
1. Wei Chuanjun
General manager of Planning and Finance Dept of Gemdale, born in 1968, MBA of School 
of Management in Shanghai University of Finance & Economics, member of CICPA (The 
Chinese Institute of Certified Public Accountants) and member of ACCA (The Association 
of Charted Certified Accountants), UK .
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There are many types of interviews such as informal and conversational 
interview, general interview guide approach, standardized and open-ended 
interview, closed and fixed-response interview (Wimmer and Dominick, 1997).  
I have chosen the standardized and open-ended interview as this approach 
allow the respondent to answer freely.  Any types of interview technique do 
however rely on the respondent being willing to give accurate and complete 
answers (Breakwell et al, 1995). They may often lie due to feelings of 
embarrassment, inadequacy, lack of knowledge on the topic, or confusion. 
On the contrary, they may also provide very elaborate answers in an attempt to 
figure out the purpose of the study (Wimmer and Dominick, 1997)
Additionally, I have designed seven qualitative based questions related with 
capital structure and the interview lasted for 25 minutes. Questions that 
follow are then entirely based on how the financial manager answer leads the 
interview. This interview approach is flexible, providing a large amount of 
detail. It is clear that the answers are solely those of the person being 
questioned. However, this approach also has its disadvantages essentially 
because it is time consuming and very costly. Therefore, I only interviewed 
one financial director in listed company. 
3.4 Areas of literature review
The major activity of this paper was an extensive literature review. In 
accordance with Sharp and Howard (1996), the author found that there are two 
major reasons exist for reviewing the literature. 
First of all, it helps the author to refine her initial idea for the paper with a clear 
and feasible idea, which would meet the objectives of this paper.  Secondly, 
the author has some knowledge on the topic (capital structure) as studies 
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fundamental of finance and theory of finance at university. Even though, the 
author still lack of knowledge in this area and need to read widely to familiarize 
with the current development of capital structure. Thus, the literature review 
explores the most prominent traditional and modern theories of capital 
structure based on existing research papers, journal articles and books. 
3.5 Date analysis method
The choice of whether to adopt a qualitative or quantitative research approach 
(or both) is methodologically very important. Newton and Rudestam (2001) 
suggested that quantitative method is especially useful for looking at 
relationships and patterns by expressing these patterns with numbers; on the 
contrary, qualitative implies that the data are in the form of words as opposed 
to numbers. 
This paper is based on the collection and analysis of multiple theories applied 
to listed companies in China, which are mainly explained in words. However, 
in Chapter 4 the author use several tables to show the significant difference 
between equity finance and debt finance for listed companies in China as it is 
easier to see the finance preferences based on figures.  Thus, the statistics 
found using government website to explain the financing preference of listed 
companies in China are mainly quantitative data.  
For instance, the author use current liability ratio to compare the short-term 
loan and long-term loan financed by companies and use this to see whether 
those listed companies in China have a preference of short-term loan finance.  
Moreover, the author use percentage of internal finance and external finance, 
debt finance and equity finance to show there are huge differences between 
Chinese listed companies and other countries’. 
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The author therefore will analyse quantitative data qualitatively (use figures 
and tables to explain findings qualitatively), this will increase the results 
creditability because a mix method reduces the weakness of them being 
individually used (Saunders, et al, 2003). 
3.6 Research limitations 
 Due to the time and money constraint, I have only interviewed one 
financial manager from the real estate listed company. Therefore, it might 
create a selection bias for the qualitative based interview.  
 Additionally, as the main research is based on capital structure of Chinese 
listed companies, therefore the author used lots of Chinese journal articles.   
Although it is easier for the author to read and understand the Chinese 
articles as this is the author’s native language, it is complex to analyse and 
conclude the Chinese articles and translate them into English. 
 Overall, the dissertation is a good way of learning the topic of capital 
structure as the author need to read and analyse a comprehensive 
secondary data.  This increased the author’s knowledge not only about 
capital structure but also about other things such as banking system of 
Chinese, Japan and Germany. 
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Chapter 4: Results and Discussions
4.1 Introduction
The choice of company capital structure can do great influence to the 
efficiency of the value and allocation of resources. This chapter will use data 
to describe and analysis the financing preference of listed companies in China. 
The author found that there is a specific behavior of equity finance preference 
of those companies in China, thus the reasons of preference of equity finance 
are analyzed. Finally, suggestions to optimized capital structure and raising 
the level of the efficiency of resources allocation are put forward.  
4.2 Analysis data
Different from the financing order of developed countries ‘Internal Finance First, 
Debt Finance Second and Equity Finance Last’, the finance preference of 
listed companies in China is heavily relying on equity finance. Over the past 
ten years, the stock market in China grows rapidly, and the total market 
capitalization has increased from RMB 109.19 billion in 1991 up to RMB 4.8 
trillion in 2004 (Zheng, Chen and Chen, 2003).  
The big advantage of equity finance is that it never has to be repaid and there 
is no interest rate paid on the money. However, Li (2004) stated that the 
development of the capital market in China is not very harmonious which is 
reflected by rapid growth of stock market and relative slower development of 
debt market. Thus, the finance preference is mainly simplex equity finance. 
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4.2.1 Internal Finance versus External Finance 
In view of the relation of internal finance and external finance for listed 
companies in China, according to China Securities and Futures Statistics, 
Table 6 provides the structure evolution of internal finance and external finance
from the year 1995 to 2007. 
Table 6:  Finance Structure of Chinese Listed Companies (%) Year 
1995-2007
Year Undistributed profit >0 Companies Undistributed profit<0 Companies
Internal 
Finance
External Finance Internal 
Finance
External Finance
Equity Debt Equity Debt
1995 12.40 51.48 36.13 9.5 48.78 41.73
1996 14.75 49.40 35.85 3.23 39.38 57.40
1997 15.43 52.23 32.35 -3.28 47.05 56.23
1998 13.73 46.18 40.10 -10.55 50.63 59.93
1999 14.23 51.15 34.63 -15.83 55.33 60.50
2000 19.19 53.23 27.59 -16.94 48.62 68.32
2001 20.22 54.59 25.19 -13.61 52.85 60.76
2002 22.87 53.51 23.62 -12.02 57.85 54.17
2003 22.65 51.92 25.43 -14.83 61.07 53.76
2004 17.61 48.17 34.23 -14.05 54.83 59.22
2005 17.94 47.53 34.54 - - -
2006 19.76 51.33 28.91 - - -
2007 20.11 50.64 29.26 - - -
Source: China Securities and Futures Statistics, 2008
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Figure 6: Internal finance and External Finance for Chinese listed
companies
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Source: China Securities and Futures Statistics, 2008
It can be seen from the table and above figure that listed companies in China 
have an intense external finance preference. From 1995 to 2007, for the 
listed companies of which the undistributed profits are more than 0, the 
average internal finance accounts for less than 15% of the total finance and 
more than 85% are external funds. For the listed companies of which the 
undistributed profits are less than 0, the external finance account for more than 
100% of total finance and the internal finance is negative. 
Moreover, in the structure of external finance, the equity finance has an 
obvious advantage. Averagely, the equity finance accounts for more than 
50% of the external sources of the listed companies in China. Compared with 
debt finance, the percentage of equity finance is nearly twice of the debt 
finance from 2000 to 2007. According to Zheng, Chen and Chen (2003), the 
equity finance of these companies include the initial public offering (IPO), 
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seasoned equity offering (SEO, also called secondary share offering), share 
allotment and new shares issuing.  Table 7 summaries the developments of 
stock market from 1991 to 2007. See Appendix 4 for more details. We can 
easily see from the table that stock market has been developed rapidly in 
recent years, especially in 2007. 





















1991 5 5 - - -
1992 50.00 50.00 - - -
1993 276.41 194.83 81.58 11.58 -
1994 99.78 49.42 50.16 5.16 -
1995 85.51 22.68 62.83 6.83 -
1996 294.34 224.45 69.89 9.89 -
1997 853.06 655.06 198.00 98.00 -
1998 778.02 412.59 265.43 34.97 30.46
1999 877.66 498.93 59.74 32.97 59.75
2000 1551.58 871.59 170.46 51.46 -
2001 1218.94 563.18 225.12
2002 736.21 516.96 162.64
2003 646.16 453.51 116.13
2004 617.96 353.46 159.73
2005 339.03 57.63 278.78
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2006 2677.14 1642.56 1030.26
2007 7985.81 4469.96 3288.18
Source: China Securities and Futures Statistics, 2008
Table 8 listed the total value of SEO market capitalisaion and total market 
capitalization in Chinese stock market from 1999 to 2009. Surprisingly, SEC 
financing accounts for more than 50% of the total stock market capitalization. 
Thus, based on this table we can conclude that financing by SEO is the most 
popular method for listed companies in China. 
Table 8: SEO Market capitalization and Total Market capitalisation 
                                                  100 million yuan
Year SEO Market capitalisation Total Market capitalisation 
1999 60 878 
2000 170 1552 
2001 225 1219 
2002 163 736 
2003 116 646 
2004 160 618 
2005 279 339 
2006 1030 2677 
2007 3288 7985 
2008 2325 3517 
2009(6-30) 1771 2750 
Source: Wind Statistics, 2009
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4.2.2 Long-term Debt and Short-term Debt
Ding and Chang (2005) found that another behavior of the equity finance 
preference of the listed companies in China is the lower assets liabilities ratio 
(See Table 9). Since 1992, the assets liabilities ratio decreased year by year 
and averagely remains about only 50%. It is clear from the table that listed 
companies have a higher ratio of current liabilities over the past years, about 
40% in average. This indicates a high current liabilities ratio of the listed 
companies in China. Later in this chapter will explain why companies in China 
prefer current liabilities to long term liabilities. 
Table 9: Capital Structure trends of Chinese Listed Companies 












1992 53 481.00 312.73 65.02 50.1
1993 183 1821.00 888.00 48.76 37.1
1994 291 3309.00 1681.00 50.80 38.8
1995 323 4295.00 2337.00 54.41 42.0
1996 530 6352.00 3412.00 53.72 40.6
1997 745 9660.58 4835.81 50.06 38.8
1998 851 12407.52 6140.76 49.49 38.1
1999 949 16107.36 8468.01 52.57 39.0
2000 1088 21673.88 11594.11 45.54 40.2
Source: People’s Bank of China Statistics, 2008
Furthermore, although the debt markets are growing sharply in China, it is still 
difficult for firms to have long-term finance from the small and undeveloped 
Bond market (Li, 2004). 
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Figure 7 shows the long-term debt and short term debt for the Chinese listed 
companies from 1997 to 2001.  It can be seen from the figure that, the 
short-term debt is the majority debt of the Chinese listed companies and the 
percentages increased significant year by year. After interviewing with Wei 
chuanju, he argued that the access of Chinese firms to long-term debt 
provided by state banks has been strictly controlled by the state. After 
interviewing with Wei chuanjun, he pointed out that the access of Chinese 
firms to long-term debt provided by state banks has been strictly controlled by 
the state. Thus, the substantially low amount of long-term debt reflects the fact 
that the listed companies in China are mainly financed by share capital rather 
than debt. 
Figure 7: Long-term debt and Short-term debt for whole Chinese listed 
companies from 1997 to 2001
Source: China Securities Regulatory Commission (CSRC), 2002
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Corporation Bonds Market in China
Although the debt markets are growing in China, it is still difficult for 
corporations to have long-term finance from the small Corporation Bond 
market. Table 10 listed the corporation bonds issued from 2000 to 2009 in 
China. Compared with the total bonds issued figures, it is clear to see that the 
corporation bonds market only account for a small proportion of the total bonds 
market in China. 
Interestingly, the total amounts of corporation bonds issued during the year 
2000 to 2006 are all zero. This might be the reason that the figures of bonds 
issued are all very small, therefore neglect by the People’s Bank of China 
Statistics.  See Appendix 5 for more details about the bond markets 
development in recent years. 
Table 10: Corporation Bonds issued and Total Bonds issued
Year Corporation Bonds (100 million yuan) Total Bonds Issued (100 million yuan)
2000 0.00 6,198.30 
2001 0.00 7,452.53 
2002 0.00 9,684.20 
2003 0.00 20,049.07 
2004 0.00 28,033.63 
2005 0.00 44,799.94 
2006 0.00 60,188.81 
2007 112.00 81,736.54 
2008 288.00 73,102.76 
2009 281.00 59,275.73 
Sources: People’s Bank of China Statistics, 2009
As all the above tables show, compared with the capital structure of listed 
companies in developed countries, the listed companies in China obviously 
prefer the external finance and especially equity finance. The internal finance 
accounts for a lower percentage and the finance order in China is generally 
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refer to equity finance first, short-term debt finance second, long-term debt 
finance third and internal finance last. This preference is conflict with the 
pecking order hypothesis, which firms are said to prefer retained earnings as 
their main source of funds from investment. Next in order of preference is 
less risky debt and last comes risky external equity financing (Myers, 1984). 
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4.3 Interview details with Wei chuanjun
1) How many years have you been working at Gemdale Corporation? 
Less than 1 year   1 – 3 years   4 – 9 years    More than 10 years
2) What sources of financing are available for Gemdale Corporation?
Apart from the internal finance such as retained profits and disposal of tangible 
assets, there are still many financing methods available for our company.  We 
can raise funds by issues new shares through capital markets; sometimes we 
sell new shares to our existing shareholders in the way of rights issue.  
Usually we need to set a price which is low enough to secure the acceptance 
of shareholders, who are being asked to provide extra funds, but not too low, 
so as to avoid excessive dilution of the earnings per share. 
Additionally, we have close relationship with commercial banks such as China 
Constructional Bank, Industrial and Commercial Bank of China and Shenzhen 
Development Bank. Gemdale has adhered to the corporate spirit of “doing 
work with mind and being an honest citizen”, we aggregated business 
reputation and achievement with an AAA credit.  As we are the fastest 
growing brand real estate developer in China, our company mainly borrow 
short term funds from banks easily. 
However, we rarely issue corporation bonds and convertibles bonds as the 
bond market has not been developed maturely. 
In the future, we are going to listing abroad especially United States in order to 
raise more funds. Our capital management department is now planning for 
this. 
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3) What is the main financing method to raise new funds at Gemdale 
Corporation and why? 
Honestly, we are very attracted by equity finance due to the substantial capital 
gains in the secondary market. Our company has listed on the Shanghai 
stock exchange for many years, thus we mainly issue additional shares 
publicly or privately when we seeking funds for investment almost every year. 
We also have rights issue which provides a way of raising new share capital to 
existing shareholders, inviting them to subscribe cash for new shares in 
proportion to their existing holdings. 
Although financing by raising debt is a useful way of monitoring a corporation’s 
overall health, as the ability to repay the debt reflects the overall financial 
stability of the company, debt places more limits on the manager’s ability top 
spend cash than does equity.  Especially, Gemdale Corporation is publicly 
listed on the Shanghai stock exchange, the risk to stockholders increases 
when more debt is issued. This is due to the increased claims of the creditors 
or bondholders on our company’s capital and earnings, which must be used to 
service the debt before anything else. And if our company has problems 
servicing the debt, stockholders risk the loss of their equity in the case of 
bankruptcy. 
4) What is Gemdale’s recent investment project and how you raise funds 
for this. 
Gemdale Mellon Town, covering a 1.36km2 land, will provide about 420,000 m2 
total floor area, including 407000m2 residential quarters and 12000m2 
shopping area. This project is scheduled to be finished by the end of 2009.  
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At first, a public issue of not more than 720 million shares and fund-raising of 
not more than 8.5 billion plan was rejected by the China Securities Regulation 
Committee.  Actually, we do not know the real reason for being rejected, but 
we think this is because the current dramatically drop in stock market. Later, 
we adjusted our financing plan and issued additional shares with a market 
value of not more than 4.1 billion in Shanghai Stock Exchange privately at the 
end of 2008. 
5) Do your firm have an optimal debt-to-equity ratio? 
Basically, we have not set a target for debt-to-equity ratio, thus I can not say 
whether our debt-to-equity structure is optimal or not. What I can tell is real 
estate industry in China has higher equity proportion relative to debt. 
6) What internal factors will take into consideration in decisions on 
Gemdale’s capital structure most importantly? 
There are many internal factors which will influence the financing methods 
made by Gemdale. Firstly, our team needs to look at how profitable in recent 
years. Personally, I think there is a negative relationship between profitability 
and debt not only in Gemdale Corporation but also other listed companies in 
China. However, profitable listed companies generally have higher equity 
capital proportion. This is because equity financing is under qualification 
restriction by China Securities Regulatory Commission, which is the profit of 
supplementary rights offering.  
Next, management’s decision, liquidity and growth opportunity are also very 
important for us to choose sources of finance. Especially, we have lots of 
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investment opportunities in Beijing and Shenzhen and we are also planning to 
expand our company in the next few years. 
7) Are there any drawbacks for the current financing situation in China? 
If yes, please also give us some suggestions of how to improve.   
Personally, I think the most important way to improve the current financing 
situation is to develop the corporation bond market by the government. 
Although our corporation bond market has been developed for many years, it 
is still not mature. Additionally, the access of Chinese firms to long-term debt 
provided by state banks has been strictly controlled by the state. Therefore, 
raising funds from the equity market is very common and popular for listed 
companies in China especially real estate companies. 
Raising capital by issuing bonds is a popular alternative to selling shares, as it 
allows a company to avoid relinquishing ownership of part of the business. 
Bonds also enable the issuer to finance long-term investments with external 
funds.  Taking on debt by issuing bonds is usually cheaper than either a bank 
overdraft or the cost of raising equity through a share issue in developed 
countries such as US and UK. However the bond market is very much 
underdeveloped in China. 
On the other hand, due to the corporate governance problems and the lack of 
enforcement of company laws, individual shareholders do not have adequate 
investment protection. Share capital has become somewhat a “free” source 
of finance. Thus, it is necessary for the China Securities Regulatory 
Commission to make the approval system for share issues stricter and 
strengthen the market supervision. 
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4.4 Why do the listed companies in China prefer the equity finance?
Based on the statistics, interview with Wei Chuanjun and research from 
secondary sources, the author concluded some reasons for the financing 
preference of listed companies in China. 
4.4.1 Capital Costs
The capital cost is the essential factor to determine the finance preference of 
the company. In general, because of tax advantages on debt issue, it will be 
cheaper to issue debt rather than new equity. However, in China, the actual 
cost of issue new equity is lower in contrast with debt finance in the securities 
market (Zheng, Chen and Chen, 2003). The following paragraph will explain 
this in more details. 
Wang and Dong (2007) stated that the main cost of issuing debt is the interests 
that must be paid within the defined period and the principal that must be 
repaid when it become due, the main cost of issuing new equity is the present 
dividend payments and future dividend increase predicted by the investors. 
Practically, according to a statistic published by Zheng, Chen and Chen (2003), 
the average Price Earning ratio (P/E ratio) of new share issues in China is 
approximately 37 times in 2000. In other word, if the listed companies pay all 
their profits of that year as dividends, the actual cost of issuing new shares is 
just about 2.7%, lower that the after-tax cost of borrowing one year bank loan 
which is 4.74% at the end of 2000.       
However, the listed companies in China have a low level of dividend issuing, 
and even no dividend is paid. This is because the managers just regard the 
reduced dividend distribution as a method to obtain the capitals from the 
shareholders (Li, 2004). Thus, the actual cost occur of new share issues is 
far lower and Wang and Dong (2007) reported that the managers regard the 
equity finance as a long-term, low cost with no need of repayment of principal 
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and payment in interest. This is the essential reason why the listed 
companies in China prefer equity finance to debt finance. 
4.4.2 Managers lack of Responsibility 
Grossman and Hart Model (1986) suggested that, the effective value of the 
managers depends on their positions, accordingly depending on subsistence 
of the company. As the bankruptcy risk is positively correlative with the debt 
level of the company, the possibility of bankruptcy will increase if the debt level 
rises (Chen, 2003). In addition, according to Liu (2003) the debt finance is a 
budget hard constraint to a large extent, which means company must pay the 
interests within a certain period and repay the principal when it become due 
(which may use up the free cash flow of the company). 
Liu (2003) found that for senior managers of the listed companies in China, 
their income can be divided into monetary income and non-monetary income 
(income from controlling right). The monetary income for senior managers is 
not only less, but also not closely correlative with the company’s performance. 
So there is an obvious lack of incentive factors to stimulate the senior 
managers to choose debt finance (Zheng, Chen and Chen, 2003). 
However, Chang (1987) argued that it is not very important to provide 
controlling right or incentive for managers, the key point is to design 
reasonable capital structure to limit ability of managers that scarifies investors’ 
benefit to pursue their own target. 
In addition, the non-monetary income is a main part of the total income for the 
senior managers of the listed companies in China. The listed companies 
award the senior managers according to their performance and the share 
allotment and seasoned equity offering are regard as good performance (Liu, 
Dissertation in Finance and Investment                    
4078444 Wang Dong Xiao
53
2003). If the company is bankrupt at this time, the non-monetary income of 
the senior managers of the company will lose, that is another reason why 
managers in preference to equity finance. Thus, the most important point is 
that most of the managers of the listed companies in China are unwilling to 
bear the risk of debt defaults and company bankruptcy. 
4.4.3 Lack of supervision and enforcement of the shareholders 
At present, the laws and regulations for the stock market in China are not 
complete and the capital market is not mature as well. As the practical 
research shows, the stock market in China is still in a stage of weak-form 
efficiency (Liu, 2003), there are excess speculations in the stock market and 
the market can not correct resource allocation and assets pricing 
automatically.  
Additionally, western dividend policy theory thinks that the surplus will be 
retained only if the company has better projects and the reward ratio exceeds 
the capital cost ratio, otherwise the dividends should distribute. However, the 
managers of listed companies in China just regard the reduced dividend 
distribution as a method to obtain the capitals from the shareholders, and they 
are not aware that the profits retained also require cost without better 
investment projects ( Ding and Chang, 2005). On the other hand, 
shareholders also thinks that this is just using the self-owned dividends to 
purchase the stocks of the company, thus they accept the decision that the 
company reduce their dividends and use numerous surplus as the 
reinvestment. 
As interviewed with Wei chuanjun, he also argued that due to the corporate 
governance problems and the lack of enforcement of company laws, individual 
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shareholders do not have adequate investment protection. Share capital has 
become somewhat a “free” source of finance. Thus, it is necessary for the 
China Securities Regulatory Commission to make the approval system for 
share issues stricter and strengthen the market supervision.
4.4.4 Imbalance development in capital market
Capital market is the broad term for the market where investment products 
such as long-term loan, bond and stocks are bought and sold. ‘The physical 
and electronic markets where equity and debt securities are traded, as well as 
the commodities exchanges and the over-the-counter (OTC) markets’, are 
called capital markets (Morgan Stanley, 2007). If there are a variety of 
financial tools in the capital market, the corporations can optimize their capital 
structure by many finance methods. 
In view of practical situation, the structure imbalance exists in the development 
of the capital market in China. On one hand, Wang and Dong (2007) found 
that the stock market and government bond market develops rapidly and 
extends fast in the scale, but the corporation bond market does not develop as 
expected, even stay in original position. Although the corporate bond market 
has been expanding since 2000, and the Chinese government is paying more 
and more attention to the corporate bond market, the market is still small and 
young (Qian et al, 2007).  Compared with equity market, since 2001, a 
company can easily issue new shares not only by share allotment but also by 
public offering in the stock market if its total return on net assets over the past 
three years exceeds 30%, with an average annual return of net assets in each 
of these three years not less than 6% (Chen, 2004). 
Additionally, the commercial bank in China is immature and the long-term 
loans relates to large risk, so the financial managers do not prefer long-term 
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loans (Liu, 2003). This is why in Table 9 we can see a large percentage of 
current liabilities of capital structure for listed companies in China. 
4.4.5 Conclusion
The combination of these factors discussed above, will lead to the results in 
China: the equity financing is soft constrained, and only dividends required to 
be paid with no need to repay the principal, the risk are undertaken by the 
shareholders. Especially, most listed companies do not make dividends 
payments, even if the company decides to distribute dividends, the interest 
rate is almost the same as the bank. 
While the debt financing is hard constrained, this is because the pressure of 
due repayment of principal and the interest. Moreover, the income of the 
managers of the listed companies in our country has no connection with the 
corporation performance. As long as the corporation is not bankrupt, the 
managers can obtain stable monetary and non-monetary income.  
Thus, the equity financing becomes the best choice for the managers and this 
leads to a decrease in debt-to-equity ratio of the firm. Bank loans provide 
short-term financing for working capital; equity is the main source of finance for 
capital investment. It is a reflection of China’s undeveloped bond market and 
the difficulty in obtaining long-term loans from domestic banks. 
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Chapter 5 Conclusion and Recommendations
5.1 Chapter Introduction
This chapter draws conclusions based on the analysis, in relation to the key 
objectives in chapter 1. The main conclusion of this report is that listed 
companies in China prefer equity finance heavily than debt finance and 
internal finance.  Thus, the recommendations of how listed companies in 
China to optimize their capital structure are also discussed in this chapter. 
5.2 Report objectives
Objective 1: To understand and describe the most prominent traditional and 
modern theories of capital structure
 This was achieved in Chapter 2 by reviewing the theories on capital 
structure. The author explained and analyzed three most famous 
theories which are Miller and Modigliani net Income and market 
imperfections theorem, trade-off theory and pecking order theory.
Then, the author compared the trade-off theory and pecking order 
theory to show which is more powerful based on empirical evidences. 
Objective 2: To compare the capital structure decision in different countries 
 The author compared capital structure between bank based countries 
(Japan and Germany) and market based countries (United States and 
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United Kingdom) in Chapter 2.  Based on the findings, it is suggested 
that most of the countries heavily rely on internal finance. This is 
consistent with the Pecking Order theory. 
Objective 3: Apply the trade-off theory and pecking order theory to Chinese 
listed companies, whether and to what extent capital structure theories 
developed in Western countries apply to Chinese listed companies
 The author explained the China’s institutional environments and 
current capital market in Chapter 2. In China, listed companies have 
their own preference financing order and thus the capital structure of 
listed companies in China is conflict with the trade-off theory and 
pecking order theory. 
Objective 4: To find out the preference order of finance method for listed 
companies in China
 This was accomplished in Chapter 4, using official statistics to show 
the preference order of finance method of listed companies in China. 
It is proved that those companies have strong incentive of equity 
finance. The financing order of the listed companies in China is 
reflected by equity finance, short-term debt finance, long-term debt 
finance and finally internal finance. 
Objective 5: To analyze and evaluate the reasons why listed companies have a 
special preference of equity finance
 The reasons are analyzed and discussed in Chapter 4. The three 
main reasons for the special preferences are capital costs, managers’ 
lack of responsibility and imbalance development in capital market. 
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Objective 6: To recommend how to improve the current structure of listed 
companies in China 
 Finally, improvement is suggested in Chapter 5 which is to develop the 
corporation bond market in China.
5.3 Report conclusion
Overall, the capital structure of the listed companies in China is in discord with 
the Western theorems and the developing trends of the capital structure of 
many countries in many aspects. There are still lots of problems with the 
corporation structures in China, such as simplex and abnormally developed 
finance method and lack of finance efficiency. Wang and Dong (2007) argued 
that all these problems will influence the improvement of governance structure 
and efficiency enhancement of listed companies in China. 
Therefore, the optimization of the capital structure is not only the issues of the 
non-listed companies and Small and Median Enterprises (SMEs), the listed
companies should also optimize the capital structure and improve the 
corporate governance and performances. 
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5.4 Report recommendations 
Keep reasonable liabilities ratio
It is generally thought that the liabilities ratio can force the managers of the 
company to make the best investment decisions. In China, the liabilities ratio 
of the listed companies is very low compared with foreign countries, even 
domestic non-listed companies. The listed companies in China have a great 
potential to utilize the debt financing. As the statistics shown in Chapter 4, at 
then end of 2000, the average liabilities ratio of the listed companies of 
Shenzhen and Shanghai stock exchange is 45.54%.  
As interviewed with Wei chuanjun, they have not set any target for liabilities 
ratio for Gemdale Corporation. They even do not know whether their 
debt-to-equity structure is optimal or not. Thus, it is better and necessary for 
companies to carefully consider their liabilities ratios before make any 
decisions of financing methods. 
Improve the corporation governance and managers incentive 
In order to strengthen the corporation governance and make supervision of 
managers, listed companies in China can introduce external board of directors 
to change the internal control status. There are many ways to improve, such 
as training the institutional investors of the capita market and establishing 
market-based and dynamic incentive mechanism. 
Development in the corporation bond market 
Zheng, Chen and Chen (2003) stated that due to the poor negotiability, lack of 
market integration, lack of market-based control for efficient risk evading 
mechanism and bond interest rate in the bond market in China, the corporation 
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bond market is very much undeveloped. 
It is necessary to develop the corporation bond market in order to optimize the 
finance structure of the listed companies in China. Although the bond market 
in China has a great developing potential, there are also many problems.  
According to Li (2004), it is required to boost the development of the 
corporation bond market from many aspects, such as enlarging the issuing 
scale of the corporation bond, reducing the unnecessary administrative 
intervention for the operation of the corporation bond market. Thus, this will 
optimize the finance structure of the listed companies by the balanced 
development of the capital market in China.  
Furthermore, debt finance as a financial leverage can increase the 
shareholder’s wealth (Ding and Chang, 2005). The due repayment of 
principal and payment of interest is a ‘hard constraint’ for managers of the 
company, this will enable the enterprise to take into account the operation 
pressure and strengthen capital cost consciousness (Wang and Dong, 2007). 
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Appendix 1: 
Summary of the implications of capital structure theories and empirical 
evidences on the relationship of capital structure determinants with 
gearing
Source: Chen, 2003, p1342
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Appendix 2
Development of the Chinese Stock Market
Source: China Statistical Bureau, 2002
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Appendix 3: Company background: Gemdale Co. Ltd
Gemdale adheres to its commitment of “creating life with mind and realizing 
sustained value” shows the trait of “the secret of being professional lies in 
focusing on one thing” in business operation, and has grown into a national 
brand company with strong feature and competitive edge in the real estate 
sector. 
Gemdale was founded in 1988 and entered real estate business from 1993. In 
April 2001, Gemdale Co., Ltd went public in Shanghai Stock Exchange. 
Gemdale has adhered to the corporate spirit of “doing work with mind and 
being an honest citizen “showing every care for people and taking innovation 
as soul?and other “Gemdale Way“ and gradually formed a core competitive 
edge of real estate development business. Gemdale has built a regional 
expansion strategic layout with Shanghai, Shenzhen and Beijing as centers of 
east China, south China and north China, and has successfully entered 
Wuhan market. Gemdale sticks to taking product as core and keeping adding 
value to customers. Gemdale has developed Gemdale Sea-view Garden, 
Gemdale Green Garden, Garden Bay Garden, Gemdale Sea-view Green 
Garden, Gemdale Homage Hill in Shenzhen, Gemdale Green Town and 
Gemdale International Garden in Beijing, Green Spring Town and Green 
Spring Bank in Shanghai. To date, Gemdale is developing Green World 
(Shanghai), Vision Trip (Shanghai), Gemdale International Garden (Ningbo), 
Green Town (Wuhan), Green Town (Dongguan), Gemdale ·Mellon Town 
(Shenzhen), Gemdale Gzlakes (Guangzhou), Gemdale Plaza (Beijing), Green 
World (Tianjin) and other projects. 
After ten years of exploration and practice, Gemdale has grown into a listed 
company with real estate development as primary source of revenue. Besides, 
Gemdale is an AAA credit company in the construction sector of China and a 
state-level A-rated real estate developer. By Dec 2005, Gemdale owns a 
number of holding subsidiaries, 6,607 million RMB total assets, 2,744 million 
RMB net assets, and forms a comprehensive industrial structure with real 
estate development as primary business, with synchronized development of 
property management service and real estate broker business. 
On the business reputation and achievement, Gemdale brand has been 
improving continuously, and awarded with titles like “The Fastest Growing 
Brand Real Estate Developer in China“ and “China Top Ten Real Estate Brand 
Strategic Innovation“ and ranked 3 rd in Top 10 Real Estate Listed Companies 
appraised by New Real Estate Journal. Guided by vision of growing into the 
most valuable real estate developer in China, Gemdale will keep making new 
achievement.                                                                         
Source: Gemdale Official Website, 2009
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Appendix 4: Summary of raising funds from stock markets
Initial Public Offering (IPO)  (100 million yuan)
Year Total Market 
capitalisation
IPO 
Companies Shares issued (100 million shares) IPO Market capitalisation Total Expenses
1999 877.66 94 86.182634 498.93 13.477003
2000 1551.58 146 120.87 871.59 25.329966
2001 1218.94 68 79.734519 563.17 15.945761
2002 736.21 71 121.24152 516.99 15.539235
2003 646.16 66 83.637 453.50 15.209937
2004 617.95 98 54.880959 353.45 17.420401
2005 339.03 15 13.915 57.63 2.810858
2006 2677.14 71 394.828065 1642.56 41.931334
2007 7985.81 121 413.691408 4469.96 88.9246
2008 3516.67 78 121.377618 1040.05 30.832205
2009
(6-30) 2749.85 29 175.478 963.80 19.760745
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Source: Wind Statistics, 2009
Secondary Share offering (SEO)
Year SEO companies Shares issued SEO Market capitalisation Total Expenses
1999 6 6.7142 59.7483 1.317
2000 18 11.098 170.4595 5.0847
2001 24 15.7076 225.1258 7.2558
2002 27 16.8848 162.6419 5.8002
2003 17 12.5302 116.1316 3.5338
2004 11 22.4388 159.7293 3.8168
2005 5 53.3 278.7795 2.8074
2006 57 206.7583 1030.2648 6.4944
2007 156 314.8599 3288.1804 29.4333
2008 136 221.7067 2325.0586 25.0986
2009(6-
30) 87 268.0376 1770.5051 17.8802
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Appendix 5: Bonds Market Statistics from 2000 - 2009   (100 million yuan)
Start Date End Date GB MB FB CBN STN MTN Corp.BConv.B Total Bonds Issued
2000-1-1 2000-12-31 4,419.50 0.00 1,645.00 0.00 0.00 0.00 0.00 28.50 6,198.30
2001-1-1 2001-12-31 4,683.53 0.00 2,625.00 0.00 0.00 0.00 0.00 0.00 7,452.53
2002-1-1 2002-12-31 6,061.40 0.00 3,256.30 0.00 0.00 0.00 0.00 41.50 9,684.20
2003-1-1 2003-12-31 8,392.37 0.00 4,525.00 6,458.20 0.00 0.00 0.00 185.50 20,049.07
2004-1-1 2004-12-31 7,213.90 0.00 5,128.20 15,160.50 0.00 0.00 0.00 209.03 28,033.63
2005-1-1 2005-12-31 8,027.60 0.00 7,125.60 27,462.001,453.00 0.00 0.00 0.00 44,799.94
2006-1-1 2006-12-31 9,850.00 0.00 9,574.70 36,522.702,919.50 0.00 0.00 43.87 60,188.81
2007-1-1 2007-12-31 23,599.48 0.00 11,918.6040,571.003,349.10 0.00 112.00 106.48 81,736.54
2008-1-1 2008-12-31 8,615.00 0.00 11,785.3042,960.004,338.501,737.00 288.00 77.20 73,102.76
2009-1-1 2009-12-31 12,018.00 2,000.00 8,596.00 26,030.002,375.755,548.00 281.00 28.65 59,275.73
GB = Government Bonds  
MB = Municipal Bonds
FB = Financial Bonds
CBN = Central Bank notes
STN = Short Term Notes
MTN = Medium Term Notes  
Corp.B = Corporation Bonds 
Conv.B = Convertible Bonds                                 Sources: People’s Bank of China Statistics, 2009
Dissertation in Finance and Investment                                                                                               4078444 Wang Dong Xiao
78
